B’UBNAML‘

DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, B.C. 20224

i
Date. : ' _

Te%’ hone Number:

Empiayor tdantification Mumbe:: ST

Dear Apphcant

Ve have considered your apphcatm for rooognmon of exemplion frum federal Income lax
under section 501{a) of the Intemal Revenue Code as an organization described in section
S01{c)3). Bascd on the information submitled, we have concluded that you do not qualify for

exempbon under that section... This leller replaces our previous proposed dental daled.
The bas:s for our Co . .usion ls sel fonh below,

S"Chool Chartar and Charac!er

You were incomorated pursuant to the y
- You were formmed as an open-enrofiment charter school _

Tug enteredi
.. pursuani to whuch you was authorized to establish and
chaner public schoal, and to receive slate aid from the
Comract for Chaner with the Board of Education is in effect from

rate an open-enroliment
. The

The Contract for Charler slates that you shall take and refrain from all acts necessary
1o be and remain in good standing as an organization exempt from taxation under section
501{c)(3) of the Code. You are finandially accountable 'o thedlllior all state school aid you

receive and have 3lso applied to the an openenroliment charter. b

You established the schook for the m The school is a general
“educatinnal school for grade levels kindergarten through sixth grade located in a

Bylaws and the charter

appichion provide that you will expandm The charter applicaion also
provxies for expanding ln.o




You are an entreoreneurial and business charter school. You are committed 1o the
- phlosaouhy that students in urban areas (minority sludents in particular) need to learn the
 princiles of econumic devetopment through their daily educational process, Inlegrated in the
cure shjects (social studies. math, Janguage arts, and sclenca) are businass owriarship and l
manasement You also offer forelyn languages, sporis, music, anl and extra curricular ‘
progrivns The schodd invoives iocd! busingss awners in the curriculum, and helps students
create nen_andlor operate small businesses as nart of thoir g;aduahon raquure)penls
Moo Lor you prepare students to creaty good ;obs in the ¢ceriimunity, :

Three O)rane sabons wth O-.'of.nppan Directorn
' L . . ,
rau onginamty opetated as part of b group of throa organizations, You werp a
fe il eIy co (08 o with 1ha

The Lttt wis formaory You tracted 1o have your school
oot by Wi o Koy
memias ol your boatd and tha boards of the Momber, an '
officer- 0 thesa organzations

¥ou were incorporated in<ifJJy but. according to your Bylaws located your principal

ollice «n Your Articles of Incorporation slaled that your initial Board
“consted of The exemntion soolicalion and charter school

apphe.iion also hsied In the charter schoot application to the

! as descnbed as a parent but there Is no
ewvider -2 that she was a parent of a student at your school in IR Your Bylavs stated that

Ine ndlai drrectons waauld be the bwvo incorporators and a-third person selecled by the .
sncoroorators 1Lis assumed that was selected by SR,
third ciructor. The appiication alsomsluem and SRENNND: s

SecretaryTreasurer na you stated that ihe @l did not receive any

compensation frim ﬁu. Your apglication listed the address of all three beard members 240

. bnul you ceased to e a membership orgznization, the Member, 2ccording to your

~ Bylaws. had ihe responsibiliy of appoiniing and removing {with or without cause) members of
your noard of directors, Your Sylaws s!ated that if you no longer hgve a member, vacancies on
your toard would be filled by the affiymatpve vote of a majority of the remaining directors. If
there s no member, a diractor may ber rnoved with or withou! cause, oy a two-thirds vot/. of
the remairning direclors, o S ‘

S . ‘ i )
, Your Bylaws and the ' staled that your board of directors
would ‘aopoint an advisory board, which would include- onggor more parents or gu dians of
studer:s at the schooi, one or more professional educaiors, and one or more representative of
the bus 1.28§ commuriiy and corrmum'y at large. Your Bylaws and charter apphcatnon also
statcd that the Advisory Board should also be reflective of the schoei's ethnic composition. The
chartes application also stated that the Advicary Board would consist of five 1o nine
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reoresentalives, have member terms of three years, and reet at least bi-monthly. Your Bylax&s
and charter applicalion afso provided that your board appoints and may rernove (al ils sole
tacretion) members of the acvisory board,

Your Hylaws provided that your board would appoint and rnaintain an advisory board so
long as the member remains a mermber of the corporalion, Upon conversion to a directorship
corporahon, your hoartd would decide whelher to maintain the advisory board. in a«iilme.
A iotter, you repurtd that you had an advisory board comprised of members of the
hich included 4N

mecting indicales thal ’
wete minbers - Mo mention was mado in those noles (or any olher document) cuncer@ng' thu
Admory Boaid rdcommending persons 16 servdpn your Board of Directors. It is unclear
whnher it Auvisory Boird conlinues to exist aftar-your ognversion to a dnr_qw{ship

Tt porttivn, ' ' s SR

Your Bylaws provided that purpose of an Advisory Board is to providue your toard and
athicers w:‘.m_mdepandq?m advice related lo the administration of the school. The charter
aiplication stated that the Advisory Board would review the instructional program and make
revommendations regarding the ganeral operation of the school. Your charter applicalion also
staled.that recommendations {rom the Advisory Board would be subrnitled Including agenda
tems, 0 witing: 10 your Board of Directors. miw ' ‘ -

. . L . i o .,* . ‘ ' )

¢, - Your Bylawsavere amgnded to-pamiide that the board would include at least one parent
oc quardian cf a child altending the school operated by the corpaeration, at least one
prfessiunat educator, prefarably a person with school administrative experivacs, and athar
renresentatives from ihe community, business and industry. Your Bylaws:'stated e (he
eiactors would serve for a three-year leamuFhe charter apolicatioh statedsthal the A isoty

© B ard would select one liaison representative to the Board ol-Biectars in the first year, and two
reseesentatives staning in year two. The liaisen representaives would have a one-year term
wihh voting privileges on the Academy Board of Directors. ‘ : ‘

Your Bylaws staled tha ;our board wo'lld hold one annual and at least five'reguiar
‘mestings 2ach year with the dale and lime established by a resolution of the you board, Your
B;laws stated that your board of directors meetings are open to the public as required by
@B These open meelings require that notice of the meeting time and place be given and 2
record of the meeting be taken, - : : -

. They
- also agreed not to serve as an officer or director of you as long as thay retain an eco. i
intarast in NONIMIMNNmMceves as your management company. Minutes of a

ou Board mer.ting indicated that the current directors were




president. (NGEGNGNGvas the secretary“was thWesigned
EURENeIn- G was again appointed as a director in the beard meeting
along wilh The onl 1 ber resumes provided wera of (I
mmese resumes stated thatGEENEED
is af | fowawisionly 0\wns

n acknowledgment Ihat they read and reviewed *

A memarandum entitléd™

would be
termwsatod if your expanded board, as contemplated in your Bylaws and application. did nol
approve the Managemenl Agreoment. The Management Agreement provided that expanded
bouaret would include additional representidion, You represantad thal these newfgpoard members
woult nol be afhitated wnh- Pyou slaled that ultimately none of th
diteciors would be your direclors. board rosoiution, your board
resolved (hat upon expansion of the board of directors, as contemplated in your bylaws and the
charinr school application, the board could reconsider the Management Agreement wit

The new Management Agreement submitted by you was dated R e ore the
' resigned from the board on *The minutes of the SANEGENGNDG
board meeting staled that there was approvaf and signing of amendment and reslated
Management Agreement.

Member‘

iR

exempt as an organization described
" ig.secton 301(c)(3). Your directors were also Directors of
. In addition, two other memt ers of the iGN

vare also Member directors. : )

The exemption

appication stated that ou and that no dues or fees were required or
have been paid by you to Ihe“r The Bylaws stated that you would be organized as a
membership corporation but could thereafter be converted into a directorship corporation upon
resolution of the board and consent of the Member. You laler changed from a membership
orgs uzalion lo a sell-perpetuating Board of Directors. In spite ¢l this change, there was the
aﬁproval of a lean from ‘ in the minutas of th you board of directors

meeiing.

The relationship between you andBEl can be best described as evolved., Al
© varicus places in your suum:t:ed information you have been referred to as a (1) sole member
cormwhﬂ" 7"" trade name ot Member, (3) subordinate organization covered unde Member's

LReL T

gfo ruﬂﬂ’g ) ¢ping bus‘ness as o, 2nd f' nally. (5) a directorship corporatich

" irithe J ‘ 'lease agreement for scheol property, you were Iisteq as the tgade
name of your ¥4 While the lease for school property listed li@‘asme property -

.i,
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lessor, t_h_ Management Aggeenlent betweer-sr;d_.‘xomgwded that the

buiiding*and related capital faciiities remain your proparty and you will.maintain insurance on

the prog¥¥. No sub-lease between you and as been provided.
. o . . e

wel v
. . . . ; -

. A a ! Two of your
“onginal directors ' ¥ Your third direstor and

- the tiaison representalive of the dviséry board {which has voting rights on the board of

dirnctors) were nol application for exemplion provided your
was the presldent and founder of“

address as
¥ The Agresment-belween you
) rovided thal the paries acknowledge that the two members of the board of
diet-ctors of the Academy have a substantial and financal interas! IndilliPand that the
agrewciment has been approved by the sole disinterested member of the you board of directors.
While: not named, the sole disinterested member must be L -

The approval of the Management Agreemenl was sub'a{t lo the application of the HiIIP
. . This chapier applies to -
charter schoals by virtue of b _

I@ locai public official has a substantial interest in a’business entity or in real property,
te official shall file, belore a vote or decision on oy inatter involving the business
enlity.... an affidavit stating the nalure and extent of the interest and shall abstain from -
further participation in the malter if... the action on the malter will have a special
economic effecl on the business entity that is distinguishable from the effect on the

fi .
public i | '. , |
it is not clear that enly abstaining from a vote on the Management Agreement would be

suffigiznt 1o "abstdin from further participation in the matter” if ﬁ iiiiaty focus of the schoo!

was tee é€nlract with the management cdmpany. Although

v you, (M c ! 3 s the
' reoresentative of you. Moreover, the Management Agreement was executed by NS,
) n the tease of your school

pendent company to your member, the Member's representative was also
Your representative.

renises nae

Consequently,

- S Ho were the key figures in you, were also key
figures in severai other schools. Th formerly ran private small low-income, igper-city
private schools receiving tuition per student. After segeral states enacted charter school
leg'siation. the S began to operate

charter schooels that received payments closer to it
RalREE" ' ’ . Lanes -
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anagement Agreements with ﬁported
the following on the relationship of with other schools. While the

~ Managerment Agreement did not define "principals”, these principals most likely were Nl

Both Management Agreemenls reported that the principals of @iililivere

instrumental in creating olher charter schools (i.e., incorporation, recruiting the initial board of ,
dirzctors, prizparing the charter schools applications along with the curriculum and other related
documents submitted with the applu,ahoryt Them reporied thal the
principals of (illl@vere instrumental in creating you (i.e., Incorporation, prepared charter
school application, and prepared ,9 curriculum and relgded application documents). Both

A anageme: mf\grenmenlq stated thal (e principals of operated a chain o{,kandergaden
At pre-kindergarten schaols mMagement ’
Atroomonts j.mlul thal lhe principals o ~e also 1ne Toungars and wrinuy
adiministrata®s of hege private schools for sliudents In pre-kindergarten wro%h grade in

While the.were controihng the activities of“su indicated that
ged these schools. You reporied lhal

frter schools, like you, throughout the country.‘As

‘fodr other ?rporahons in and also organized

was embarked upon a plan L
ag organize

t I-F:
Q

corporations i

ﬁwas also listed

manager of other charter schools. Your (NI

and a charter school in

\. “

Your Educational Program Used in Several Schools "

“innovative educational program at the school. The
irdrcated that the school design, educational program,¥and management phinciples that-

used in lhemhaner schools, and the
AR !¢ 2150 be used U you.

Your Resources ' : o )

L

Yiou reporteq that you owned various equipmaent, such as student and teacher desks
angd chairs, office equupment school .:upphes and various related assels necessary for the ‘
cperation of the school. nagemenl services and some equipment are provided by -a
" described below. ‘Ihg sch&ﬁcmw is leased from an indepencent organlzatlon'by the N

as described below.” J‘Q

Management Agreements




Yau entere.d into an SIS anagement Agreement with (i from
This Management Agreement would be autematically renewed for
an additional term of one year. and from year to year thereafter, unless written notlce of intent’

to terminate or reneiohale is iwen by either party not later than _‘ of thd preceding

schoct year, The Management Agreemeant amended and restated the 1996

Agreement 1o provide for lhe continued rnanagement ans operation of you for the balance of-
the term of the L, Tna* noted that, upon the
expansion of yqur eard lo include a majiiiti of members who did nol have a (inancial interest

ir the now hoard considered the g‘nd required certain changes.
: VA
The

'  both provided thal t emenls would
e governed by and enforzed in accordance with-i NN Th
Agrertunt conlinued 1o list the sarme address lor bolW

] } o receive-all notices, demands, requests and consents under
the Ac ;rl-‘:‘emnnl. ' . : e w

Iy S

.
1

1 Quwces Provnded il -~ o .
o
¢ Accu. dgpg 10 the M! the specific functions c.nclude.

but are not limiled-to:  # » =«

.

1, *impifnentation and administration of the Edq&atlonal Program, including lhe '
selection and acquisition of instructional materials, aquupment and supplies, and the
administration of any and alf extra- and co-curricular aclivities and programs:
management of all personnel functions, inclutling plofessional development for the
Schoo! Administrator and all instructional personnel and the personnel functions
outlined in Arlicle VI;

3. conlrol, maintenance and Operahon of the school building, which the Board shall

o

/ lease or otherwise provide ol and the installation of technology integral to the
school design; .
4. all aspects of the business administration of th ; _ ‘
5. the provision of transportation and food semc&and . ‘
6. any other funclion necessary or expedlent for the administration of fyou] : R

The 2000 Management Agreementrepealed all these’ﬁpecmc‘fnnctlons ex®pl for the
provigion, o‘lranspodatlon and food sevice for thewijiiliii§. Both the 1998 and 2000
Management Agreements provided that nd your Board are 10|nt!y responsible for the

recruitment of students.

Under the shall 1) determine
staffing levels, select and'manage personnel; 2) select, supennse ‘and be the employer of
School Administrator; 3) determine the number of teachers and provide those teachers; 4y -
determine the number and functions of support staff (i,.e., counselors, bookkeepers,
maintenance persors, elc.) and provide those staff, and 5) train personnel. TheyManagement
Agreements prowded that, initially all staff will be employees of-bul this determination




inay change as you and *mtually determine whether staff will be empioyees of “ or
you. R

t ¥ e '

. ) i, v B

| The fndicated
that wollld manage the school cunisisient win he o3I and methods in the school's

chartar (the Contract betweermfou an

W) These agreements slated that g must
operale _ : :

R 3
in accordance with educationat goals, curriculum, methods of pupll assessment,

vl sion policy and crileria, schbui calvndar and school day schedule, and age and
grade range of pupils 10 be enrolled, educational goals, and method to be used to
monjtor comgliance with parforntance of largeted educational oulcornes, all as
previously adopted by he @il - and included
in the Conlract between [you] and

"hm“.‘h N

F -
v

teview recommendations of regarding malters within the scope of their dutins. These
Agreeiments provided thal tt}@ Board shall retain the authority, as provided in the Code, to make
reasonable regulations refatn nything necessary for the proper establishment,
maintenance, management, and carrying on of you, The,
Agreciments also provided, however, tha "R may terminate the Agreement if yau. mgkg
decisioi? regarding personnel, curriculum, or program inconsistent with the recommeéddations

o &

2} Compensation and Property'Rights

Under the g8 ' l, you will pay all educational program

costs, an annual capitation fee, and an incentive fee. T t
required you to pay or educational program costs and an annual capitation fee but not

an anaual incentive ‘ee. The educational program costs include, but are not limited .,
personnel salaries, curriculum materials, textbooks, library books, computer and other

- equipment, software, suppiies, building payments, rmaintenance, and capital impravements, The .

annual capitation fee is a percentage of the per pupil expenditures ("PPE") that th

receives and sperds from all sourcés for students enrollad in the school. The FPE inclides
grants and donations, and also sludent fees for extra services such as summer programs, after
school programs, and athielics. The 1598 Management Agreement staled a capitation fee is

10% of PPE for the academic yearge% for G, anc g% for subsequent
years The a ./o capitation fee. The eliminated annual
incentive fee was equatl t %o of the excess of revenue over expenditures of you.
Only the 1998 Managen:ent Agreement provided lhatqmay 1) lend you start up
funds for costs such as curriculum development, a technology system, a school operations
plan, hiring staff members, and equipping of the Academy building, 2) provide and retain the

revenue from additional programs such as pie-kindergarten, summer school, Ialcr:h‘-'key ‘
programs, food service and transportation services, and 3) lease you computerd’and related

equipment.

s provided that your Board shall meetto *




The . Pluvided tha sk shall own all
cooyright and other proprietary rights to all instructional rials, training materials, curriculum
and lesson plans and any other materials developed b , l1s eqoloyees, ayents or
subcontraclors, or by any individual working for or supervised b , which iss developed

“during working hours or lime !ir which the individual is being paid.” The Management

Agreements stated that as the sole and exclusive right 1o ficense such ralerials for use

by olher school districts, ols, or other customers.“The- and ,the. Mapagement

Agreements provided that, upon the expiration or.tarmination of the Agre ent*has the
eﬁ he de

right to reglaim any usable property or equipment it provided to th ort preciated -
cosl of such equipment, The Agreements provided that fixtures an uilding allernations shall
bacome your property. . - | . '

*

n 300lication, you staled Ihal your principal source of funding s slate school aid
[rom nn:%‘(ou charge students no luition. You added that you may
“apply forfederal granls and oblam funds from various fund raising activities. The appiication

also slated that, while there is no fund raising planned at this time, it would mast likely be
organized by your parent-teacher organization. ' -

The Management Agreements indicated that you were paying‘ an incentive fes flor
early years and a capitation fee for all years. There were no management {ees reporied-in the
application reports but these fees may have been included in the contracted services portion of
the separate schedule in the file. The financiai vata in the application for exemption reported
only two expenses: "other salaries and wages” and "occupancy {rent, utilities, alc.)”. The April

Joolication reports other salaries and wage of* fordilfo @ =x year. -
or {o ax year, and ar, lo lax year, A separale scheduie
stated eslimated expenses of for professional and contracted
services, for supplies and materials, {ct other operating costs, and -
ease Agreement provided with your a

- §275.000 for debt expense,
. lication fisted lhe,
as the lessee of the premise P The

emper lease net rentable square feet of space in a shopping center. The lease
provided a montnly rental rate of for thw. no rental rats from
9/1 hroygh and a monthly rental rate of -from (P througH TN
A amendment to the lease agreement added 4,018 net rentable square feet for a
totai 0 net refitable sqbare feel. The lease provided a monthly rertal rate of (IS
for rough ® o rent listed from' hrough I and a monthly rental
rate of $14,110.80 from 1/9/99 throug } in both leases, the annual rental rates quoted
appear to be the amount that would be charged for the entire several year life of the lease.

The

The occupancy expenses were much higher than these rental charges. The ﬁnanciéi_
data raporied in the §JJIAIP 2pplication reported occupancy expenses (rent, utilities, etc.)of
o dWox yoar, SO I MPtax year, and JNEEESRPoWINS to -

tax year. i
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LAW

Sé‘&lion 501(c)(3) of the Code provides for lhe'exemplion from federal income tax of
organizations organized and operated exclusively for educational purposes.

Section 1.501(c)(3)-1(a)(1) of the Income Tax Regulations stales that, in order to be
exempl as an orgamzabaﬂdnscnbed in section 501(c}(3) of the Cede, an organizalion must be
both organized and operated exclusively for one or more &f the purposgs specified in such
section. If an organizalion fails 1o meet either the organizational test o the opprational test, it is
not crompt, .

. Section 1.501(c)(3)-1{c)}{1) of tha regulations. provides that an organization will be
ragardad as "operated exclusively” for one or more exempt purposes only If It engages primarily
in achvities which accomplish one or mare of such exempt purposes specified In section
501(c(§s; An arganizalion will nol be 50 regarded If more than an Insubstantial part of its
aclivities is not in furtherance of an a/empl purpose,

Section 1.501(c)(3)-11d)( 1)ii) of lhe regulalions statas thal an organization is not
- organized or operated exclusively for one or more exempt purposes unless it serves a public -
rather than a privale interest. Thus, lo meet the requirement of this gdbdivision, it is necessary
for an organization to establish that it is not organized or operated for the benefit of private
interests such as designated individuals, the creator or his family, shareholders of the
-organizalion, ur persons controlled, directly or indirectly, by such private m:erests

Section 1 501{cX3)-1{d}3)i) of tha regulauons provides lhat the term"‘educatlonal" as
fusediin section S01{c)(3), relates o= ., :

{a) The instruction or tramlng ol the inf;ividual for the purpose of i lmprovmg or
developlng his capabilities; or

(b) The instruction of the public on sub}ects useful to the individual anc Heneﬁmal

to the community.

- s ' #’f‘

b Section |i4958(;3) of the Code imposes a tax on excess benef t lransactlons to be paid by
any cisqualified person referred to in subsection (f}(1) wuh respect to such transachon

5

¢
, -Sechion 4958(0(1) of the Code dernes the term "disqualified person” to mean wﬂh .
respect to any transaction, any person who was, at any time during thiyear period ending on

~ the data of 'such transaction, in a position to exércise substantial influente over the affairs of the

organization, a member of the family of such’an individual, or a {jjjmmest controlled entity.

. ‘In Rev. Rul. 81-170, 1961-1 C.B. 112, an association composed of professional private
dutv nurses and praclical nurses which supported and operated a nurses’ registry primarily to
afford grealer employment opportunities for its members was not entitled to ex ﬁphon under
secticn 5014c)(2)-of lhe Code. Aithough thetpublic received’some benefit from
organization's activities, the primary benefit of these activities was to the organization's -

members. Rev. Rul. 61-170 can be contrasted with Rev. Rul. 65-298, [965-2 C.B. 163.. In Rev =
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Rul. 65-298 a non-membership organization provided seminars lo members of the medical
profession. These seminars were designed to lessen the time between:the discovery of
medical knowledge and its practical application. Unlike the organization in Rev. Rul. 61-170,
the benefits flowing from the aclivitier of the medical semlnar organization were of direct benefil
1o the general public.

Rev. Rul, 66-360, 1966-2 C.B 228 concerns a sorority lhal is created and controlied by
a business corporation engaged in furnishing services and supplies to the sorority and its
member chapters, The corporallon had conlrol over the sorority and membor chaplers
berause it hod conteal over the national sorority's governing board. The corporation used this
¢ 1ol lo carry on a commarcial enlerprise conslsting of furnishing services and supplies lo the
natonal sorurily, its chapters, and individual membars. Neither the sorority nor its chaplers
qualiind for exemplion {rom income lax under section 501(c)(4) or section 501{c}(7) because i
served Lhe financial interests of the corporalion,

Rev. Rul. 76-81, 1978-1 C.B. 149, concerns the purchase, in a transaction not at arm's
length, of all the assets of a profit-making hospital by a nonprofit hospltal corporation al a price
that includes the vaiue of inlangible assels, determined by the capitalization of excess earnings
- formula  The ruling concludes that the transaction does not resultin the inurement of the

haspital's net earnings 1o the benefit of any private shareholder or Individual or serve a private
interest precluding exemption under section 501(c}(3} because an acceplable method was used
to value the assets. The revenue ruling states that where the purchaser is controlled by the
seiler or lherg is a close relationship between the two at the time of the sale, there can be no
presumption that the purchase price represents fair market value because the elements of an

oy

arm's length transactlon are nol present

Rev. Rul, 76-441, 1976-2 C.B. 147, presents two situations concerning school
oneralions. In the first scenario a nonprofil school succeeded to the assets of-a for-profit
schocl, While the former owners were employed in tha new school, the board of directors was
completely different. The ruling concludes that the transfer did not serve private interests. Part
of that conclusion was based on the independence of the board. In the second scenario, the
for-orefit school converled lo a nonprofit school. The former owners became the new school's
directors. The former owners/new directors benefitted financiaily from the conversion. The
ruling concludes that private interests were served. The conclusion is stated as follows:

The direclors were, in fact, dealing with themselves and will Genefit financially
from the transaction. Therefors, (the appiicant) is not operated exclusively for
educational and charitable purposes and does not quayy for exemption from
Federal income tax under section 501(c)3) of the Code. _

- Sever i cases considered the issue of whether organizations asking to be recognized as
descnbed in section 501(c)(3) were created and operated to further the pnvate comypercial
interests of related for-profit arganizations. These cases indicate that the orgamzatl n may
further the private commercial interests of related for-profit orgamzatlons in several ways: 1) the
applicant exempt organization markets a related for-profit's servicas to the ultimate consumer,
2) the applicant exempt organization acts as a consumer of the goods or services of the related
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for-profit. or 3) lhe'-appiicant exempt organization promoles the {or-profit's business by
conducting a charitable aclivity side-by-side the for-profit's activity.

'Summary of Applicable Cases

1) Applicant exempt organiéation markels a related for-profil's services {o the ultimate
consumer

In est of Hawan v. Commigsioner, 71 T.C. 1067 (1978}, the Tax Court concluded that
ast ol Hawaii was nol-described In seclion 501{c)(3). Esl of Hawali was incorporaled by est
gracuates with the objective ~f Jevuloping the principles of est, providing est training,
developming and selling est publicatuns, and pursuing other est educational efforts, Esl
. progeans dealt wilh intrapersonal awareness and communicatlon, Est of Hawall members,
othce:s, and direclors must have received est training. These orﬂcers arid dlrectors did not
recen: (.ompensauon for their serwces

Est of Hawaii occurred as part of a broader plan by three for-profits with rights to est
matetinl to have tax-exempt organizalions present this est materlal {o the public. On August 9,
1973, three for-profit corporations-Erhard Seminars Training (EST, Inc.), Prgsentaciones
Musicales, S.A. (PMSA), and EST Internalional (International)-entered into an agreement
entilled "STANDARD EST ROYALTY AGREEMENT™ (royalty agreement) with the sole
objecuve of establishing a system for the presentation of est to the public through tax-exempt .
corporalions covering different geographical areas throughout the United Stales. in royalty-
agreerments, EST, Inc., which had all est rights in the United States, relinquished these rights in
Hawan to PMSA who relinquished these Hawaii rights to Intemnational. The royalty agreement
covered the original est matzrial developed by Werner Erhard and all new malarial developed
therefrom. New materials may be copyrighled in the name of the tax-exempt arganization, but -
copyrights must be assigned to PMSE or International if the licanse |s terminated. Each tax-
exemp! organization must agree nol to become involved in any activity resembling estin a
geographical localion where a tax-exempt organization licensed to present est programs is
funciiuning for 2 years after the termination of its Incensmg agreement.

EST, inc. agreed to supply trainers, materials. and management services 1o logal tax-.
_ exempt corporations. Trainers, employed by EST, Inc. must agree not to become involved in
~ any activity resembling est in any geographlc area where a local co'poratlon is conducting est -
programs for 2 years after the trainer leaves EST, Inc.

On August 15, 1973, est of Hawaii entered "EST Licensing Agreement” (licensing
agréement) with Intemational which incorporated the royalty agreement. Under the licensing
agreement, International licensed est of Hawaii for ten years (unless 90 days written nodce is
give) t¢ use est materials under the direction of an est trainer in the State of Hawaii. Est of
Hawai agreed to conduct no less than six trainings between August 1973 and August 1974 and
to charge not less than two hundred dollars for tuition for training. Under the licensing ’
agreement, ona half of all of the gross proceeds of any est event, other than regular monthly
seminar series from and after August 1973 would be paid by est of Hawaii to lpternational as
the soie consideration the licensing agreement, Est of Hawaii would conduct reguiar est




semunars but could deterrnine the seminar charges and retain the seminar charg:ss. Est of
Hawan would sponsor and hast special appearances of est tralners and speakers and retain the

proceads of such evenls. Internalional would supply est trainers to ast of Hawall to cany out est

trainings. EST, Inc, supplied a trainer, acceplabla to est of Hawaii, who would be execulive
secretary for est of Hawaii and act as overall administrator of Ils day-by-day activitiee
Imernathonal woula supply management sarvices through EST, Inc. for a period not to exceed
tweniy four months lrom August 1973, The lrainer's procadures and conduct would bae sublect

to the approval of est of Hawali, EST, Inc. would pay the 3alarles of the trainers it supplies, but .

st of Flawai must pay their expenses. It est of Hawall v-as denled lax-exempl stalus, then
imternahonal could cancel the agreement with 30 days writlen notice. Est of Hawail was o pay
Intwtnational 50% of the gross receipls colleclod by est of Hawall for est tral~ing courses.

Eat of Hawau argued that It has no connaclion with EST Ing. or Inlernational aid that its

Ctransochons with Intarnational were at fair markel valua, The IRS argued that est of Hawall wus
part ol o franchise system which 'was operated for private benafit and that Its affiliation with this
systom tanted 1t with a subslantial commercial purpose. The Tax Count agreed with the IRS
noling that there was a connaction bolwean est of Hawall and |Intemational and that whether -
payments were reasonable or excessive was not the critical inquiry, The Tax Court locked at
lhree faclors when analyzing the facts: 1) International's control over est of Hawali, 2} the
substantial benefit 1o International and EST, Inc. from est of Hawali's operdnon and 3) other
indications of cornmercial purpose.

With regard to Inlernanonal‘s control over ast of Hawali, lhe Tax (wud staled

While it may be true thai they are not !ormally controlled by the same indwiduals ‘
Inlernational exerts considerable control over petitioner's aclivities. It sels the luition for
the standard ‘raining and requires a minimum number of such trainings. .t requires
petitoner to conduct regular seminars and 10 host special gvents. It controls the
programs conducled by pelitioner by providing lrainers who are salaried by and
respensible to EST, Inc., and it further controls petitioner's operations by providing
management personnel who are paid by and responsible to EST, Inc. In short, [es! of
Hawaii's] anty functicn is to present to the public for a fee ideas that are owned by
lnternauonal wilh materials and trainers that are supplied and controlted by EST, Inc..

With regard to the subslantial benefit to International and EST, Inc from-est of Hawaii's
operaton, the Tax Court slated :

Ugon terrmr‘auon [of the licensing agreement which could last a up to 10 years], all
copyrighted material, including new material, is required in be transferred to EST, Inc.,
or Intemnational. Although [est of Hawaii] would be reimbursed at cost for all new
developments, it has no right lo the continued use of such developments. 'Furthermore,
[est of Hawaii] is required to use its excess funds for the development of "est” or related
educational and scientific research. To the extent that petitioner’s activities increase
interest and particination in "est” and to the extent petitioner further devevps "est,” the
ultimate beneficiaries are EST, inc., Tnlemahonaf PMSA, the corporauons in whrch the

nghts to' est remaim..
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‘With regard o olher indications of commercial purpose, the Tax Court noled

Trainers and local organizalions are required to sign nn agreement nof 1o compata wiln
46 esl” for 2 years after terminating their refationship with "sst® ofganizations. [Est of
Hawaii] does not expect to derive flinds from danations, as is typlical of section S01(cHI)
organtzations, but rather will depend upon tuition and lecture fass. ... Moreover, tuition
for tho slandard iraining 13 set by a for-prafit corporation and fees for lectures aro set,
not yath regard to racouping cost, bul with regard. (o the aminence of the spaakor,

- Although conduating educalional nclrvtios, Iho Tax Court concludad that-the est of
Hawn wan not conducting b nonoxemp! ociivty incidontal lo ita oxeripl purpases, The Tax
Court concludad Ihat ast of Haveali “vias snopiy e insirment s aubakdlze ‘ne for-profit
corporalions and not vice voisa and had no ife indapendent of those corf orations,”

A Liter case, International Posigraduale Medical Foundation v, Cemmissionar, T.C.
Meimo 1989-36 {1989), also considered an organization asking o be desaiibed In soction
5011.43) that marketed the services of a related for-profil organizaton. In this case, an
organation cenducted continuir.g medical educational tours abroad for physicians,
Foun-iation's brochutes, howaver, emphasized the sightsaeing activites of the tours without
descr:bing the continuing medical educabion coursas. Mr. Celin, one of ihe three Foundation
direclors and the execulive direclor conlrotling tha Foundation's daily operations, was a
sharehacer and president of H& C Tours. Another Foundation truslea was counse'loHd C
~Tours The Foundation used H & C Tours axclusivaly for all travel arrangements. The Tax Coun
conriuded that a substanhal purpose of the Foundation's operations was lo benefit the forprofit
lour agency H & C Tours by schating customers for the lours of HAC Tours. in reaching this
conclusion, the Tax Coun nuied ™VWien a for-protil erganizalion benefits substantiaily from the
mancef in which the aclivities of a related organization are carried on, the latier crgarization is
not opgrated exclusively for'e ampl purposes within the meaning of section 501(c)(3), even if it

furthers other exempl purposes.”

Bob Jones University Museum and Gallery, lnc., v. Commissioner, T.C. Mamo 1996-247
{1908), provides an example of a case in which the applicant exemot organization marketed the
for-prefi's assets to the public but aid not pravide the {or-profit with a commercial privale
benelt In this case, Bob Jones Univarsity ("University™) (a taxable organization vho had lost its
lax exemplion) created a separale organization 1o take over operation of the free museum and
an gailery hostng aver 20,000 visitors a year from the University. The new organization had a
three , ear building lease from the University at below market rates, had a three year lease of
the museurn art work and personal praperty for free, and had a Board of Direciors consisting of
five rmembers two of whom weere University employees. The Tax Court concluded that the new
orgaruzation was dascribed in section 5 0t (cK3) with no insubstantial private benefit or any
inurement to the University. In'this case, the Tax Court noted that “the mere founding of an
orgar~raticon by a for-profil entity and its obvious continuing ties did not prevent the lax-exempt

entity "' obtaining a favorabie ruling.” ' -

2) Exempt organization provides a markel for the services of a for-profit organizaﬁm
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in Church By Mail, Inc_v.-Commissioner, T.C. Memo 1984-349 (1984), aff d, 785 F.2d
1387 (91h Cir, 1985), the ov_3nization Church by Mail was determined not to be described in
section 501(c)(3) because of a nonexempl puirpese of providing a markel for the services of a
for-profit urganization (benefiting a private interast) and inurement. Church by Mail ("Church”)
had the pnmary activity of preparing, printing, and maling various refigious massages, mosl of
which included a request for money, 765 F.2d at 1388. Twenlieth Century Advertising Agency
("Twentinih} conlracted for the pnnting and mailing sorvices for the Church's mass mailings. Id.
The Chiirch and Twealioth wete both conlrollad by Rev. Ewing and Rev. McElrath. Id. These
two mer also owned Twentieth 1d. Various family membaers of Rav. Ewing and Rev, McElrath
alsty vl for ard tecaverd compensation from these organizations, Id. At 1388, 13890
Preonhieth subroniractod oul 1he printng and billod tha Church at cost plus a 15% eommission,
WAt 1449 Any bills unpaid aftor ninaty days ascrued interest charges of 1 1/2% poer month. Id.
An ivicenca of Ihes non-exompt private purpose, the Count of Appeals noted that Twentlath
otnplayes 3pent two-Ihirds of thair lime providing services 1o the Church, and the majority of.
Cawreh incoma was paid to Twentioth 1o cover rapayments on lean principal, Intelest, and -

_ConuInLIONS, ' - o

Both the Tax Court and the Appeals Court agreed thal decisive Issue in considering
whether ing Church has a non-exempt private purpose s the siructure of the Church and nol
whiether the Church. alone (or in combination with related organizations) provided excessiva
compensation 1o Rev. Evang and Rev. McRirath. Regarding non-exernpt private purpose, the
Court of Appeals, ciling est of Hawaii, staled CL :

The critical inquiry is not whether particular contractual payments to a related far-profit

organization are reascnable or excessive, but instead whether the entire enlerprise is

carned on in such a manner thal the for-profit organization benefils substantially from-
 ine operation of the Church! I o '

The Ta» Court found thal consideration of the reasonableness of the arrangemenl betwaen the
Church and Twentieth was subordinated to considerations of the ministers’ pervasive control of
the arrangements and organizations, and the benefits accruing to them. ‘

Vhile staling that they-agreed with the Tax Court's conclusions, the Appeals Court
made several instructive distinctions in how they explained their agreement with the Tax Court's
conclusians on the following topics: whether they distinguish between nonexempt purpose and
privaie banefit, who is the recipient of the private benefit, and how lo determine the salary
amou-t gsed for the inurement test. _ - '

Firsi, the Tax Court listed nonexempt purpose and private benefit as separate grounds
for deniat while the Appeals Court described a nonexemp! purpose which is providing a private
benefit. The analysis. however, by both courts merged the two concepts of nonexempt purpose
and private benefit so that the nonexempt purpose was benefitting private interests. The Court
of Appeats stated that “the Church is operated for the substantial non-exempt purpose of

providing a market for Twentieth's services.” While assuming that the Church was operated, at
least in-pad, for religious purposes, the Tax Court stated tha Church "has not convinced us that
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a substantial, if not pnncipal. purpase of [the Church’s] operations was not 1o generate income
for ihe privale benefil of Rav. Ewing and Rev. McEirath and their families.”

Snzond, AMhonoh agreeing with the Tax Court regarding a substantia: non-exempt
purpose, the Court of Appeals stated thal the reciplent of the enefit was the for-profit
Twanteth while the Tax Court slatod that the benefil was to Sev. Ewing and Rev. McEirath,
Both courts concluded thal there was inurement to Rev. Ewing and Rev. McElrath because of
thair axcessive compensation. Whila the Tax Caurt did not separate the non-exemp! privale
purnnce discyussion from inurement, the Court of Appaals distingulshed between the private
beselit to tha lor-profit Twentielth and Inurement to Rev, Ewing and Rav. McElrath.

Thitd, tha Tax Court and Court of Appanls diffored on how 1o delerming the sources of
thensidaor satary amguniz wzed tor the tnuremant last, Whila the Tax Court added the income
of thene nramzations relaled to Rev. Ewing and Rav. McElrath, the Appeals Court imited the
ncoma 1o two orgamizalions related 1o Rev. Evdng and Rev, McElrath. Both courts considered

~amuunts pand 1o Rev, Ewing and Rev, McElrath by the Church (the applicant exemp!t
organization} and by Twenteth (the for-profit contracting organizalion) for interrelaled activitios,
The: Tax Caurt also considered amounts recelved by Rev. Ewing and Rev. McElrath trom

- another organizalion operaled by them called Rev. Ewirg's Evangelistic Ministres, Inc.
("Musinies™). The Appeals Court did not consider amounts from Ministries. In addition o Rev,
Ewing and Rev. McElrath, the only ink between Ministries and the Church was similar litarature
anc Lo-sponsoring cenain revival meetings. The Court of Appeals staled that "Because
Twentielh funnels income received from the Church to the ministers and their families, it was -
preper tor thetax court Lo consider evidence of the salaries received from Twentieth as well as
these receved directly from the Church,” The Appeals Court staled "In Hall v, Commissioner,

- 729 F.2d 632 (91h Cir. 1984), we held that when a second organization is created which servas

1o funnel income to the individual who controls the purportedly exempl organization and.the

income exceeds a reasonable salary, the income inures to the benefit of a private person with

the meaning of ..R.C. § 501(c}3)."

3y Exempt organizaticn helps pfomote the for-profit's business by side-by-side activity

in P.L.L. Scholarship Fund v. Commissioner, 82 T.C. 196 (1984) and K.J. Fund Raisers,
lnc. v. Commissioner, T.C. Memo 1897-424 (1997), the court concluded that the applicant
-organizations were described in section 501{c)(3) because their charitable gambling activity
benefilted the for-profil lounge where the gambling was conducted. Both courts noted that the
operations of the appiicant organization conduicting the charitable gambling and the related for-
profit business were so interrelated as to be functionally inseparable., '

In P.L.L. Scholarship Fund, the corporation was formed to raise money for.college
schotarships by conducting bingo games in the Pastime Lounge, a for-profit organization. Bingo
games were conducted during the Lounge's regular business hours by the owners of the
Lounge. The two lounge ovmers, a person acling as accountant and director of the Lounge and
two hingo players were the five Lounge directors. The court concluded that morg than an
insubstantial purpose of the organization's activities were to use the bings gamé® o attract
persons to the Lounge expecting that they would purchase food and beverages while playing
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~ bingo. Separale accounting for charitable and lounge receipts and the absence of payments {o

the Lounge and its employses did not change the substantial nonexempt purpese of the
organization. o

In KJ Fund Raisers, Kristine Hurd and James Gould, the sole owners of KJ's Place,
creatud KJ's Fund Raisers, Inc.. KJ's Place was a lounge serving alkecholic beverages. KJ's
Fund Raisers, Inc. raised funds for charlly by having KJ's Place owners and employees sell
loile - lickets al KU's Place during the lounge's regular business hours with separate accounting

ler KJ's Place and KJ Fund Raisers, The Tax Court concluded that although KJ's Fundralsers
contended that it had a board independent from Hurd and Gould, these cwners of KJ's Place
controliad sales of the loliery tickels at KJ's Place, Al one time, Hurd and Gould received wages
Aikl KI's Place received rant from-KJ's Fundralsers, The Tax Court held that KJ's Fundralsers
wirs oparated for tho substantial private benefit of KJ's Place and ils owners Inducing those who

hked the lollery to come ta KJ's Place.
Principlas from Applicable Cases

The above cases concern organizations that furthered charitable purposes (i.e.,
educational, religious, and charitable fundraising) bul also were created and operaled lo
provide a subslantial private commercial benafit ¢ relatad for-profit organizations preciuding
these organizations from being described in section 501(c)(3). These cases indicale that an
exempt organization may turther lhe privatc commercial interests of related for-profit
organizations in several ways: 1) market a related for-profil's services ta the ultirnate consumer,
2} act as a consumer of the goods or services of the related for-profit, and 3) promote the
for-profit's business by conducting a side-by-side charitable activity. In dealing with the issue of
whether an organization provides a substantial private commercial bensfit to related for-profit
organizations, the above cases considered the (ollowing- common factors: 1) control, and 2) the
benelit lo the relaled for-profit. Below, we consider each of these factors.

1) Cenuul

While control alone was not suificient to preciude an crganization from being described
in section 501(c)(3). it was considered in combination with other evidence of private benefit in
the above cases. Control of the applicant exempt organization by the related for-profit in the
above cases was established by overtapping directors but also by contracts between the
organizations and by operations of the organizations. In liitemational Postgraduate Medical
Foundalio , Church by Mail, and P.L.L. Scholarship Fund, there were overtapping directors for
the applicant exempt organizalion and the related for-profit organization. In est of Hawaii and
iKJ's Fundraisers, here were not overlapping directors but other circumstances evidenced the.
control of the for-proiil organization over the applicant exempt organization's activities. Under ‘
the licensing agreement in est of Hawaii, the related for-profit organization places the following
restrictions on est of Hawaii: sets the luition fur the standard training, requires a minimum
number of these lrainings, requires the conduct of regular seminars, requires the hosting of

- special events, provides trainers who are salaried by and responsibis to EST, ingy; and provides
management personnel who are paid by and responsible to EST, Inc. The Tax Court concluded
that est of Hawaii's "only function is to present (o the public for a fee ideas that are owned by
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International with materials and lrainers that are-supplied and controlled by EST, Inc.” In KJ's
Fundraisers. the Tax Court noted that the owner's of the related for-profit Lounge controlied the

apphicant exempt organization’s activities (i.e., the sale of lottery ticke!s) aven though the
owners of the lourige were not on the applicant exempt organization's. board. :

2) Benefit lo the related for-profit

(a) The benefil: In esl of Hawaii, the applicant exempl organization benafited the for-
profit est organizalions by increasing interest and participation in est and by daveloging est or
retnled aducational or-scientific research, The applicant organization had to expend ils
resources 1o develop est material with requirarment that copyrighled material had to be
ranclarred back 1o the related tor-profil brganizalions at the tarminatlon of the fice. ~g
agreemant, In international Postgraduate Medical Foundation, the Tax Court concluded that a
substantial purpose ol the Foundation's oparalions was lo banefit the for-profit tour ugency H &
C Towrs by soliciling customers for the tours of H&C Tours. Moreover, the brochures
emphasized Ihe sighlseeing activities of the continuing medical educational tours. In Church by
Mau. the applicant organization benefited a for-profit organization contracting for the printing
and mailing services used for the applicant's mallings of religious messages with requests for
money." The mailing of these messages was the primary activity of the applicitint exampt
organization. The charitable gambling conducted by the applicant exempt organizations in
relatnd for-profit lounges P.L.L. Scholarship Fund and K.J. Fund Raisers beneiited these
lounges by atlracting customers lo the lounges. :

- (b) Excessive payments not the issue: Several courls Indicated that whelher payrnents
lo insiders are excessive is no! the decisive-issue in these cases where there is a privale benefit
problem that rellects the defective siruclure of the organization. This structure is organized
around providing a commercial benefil to a related for-profit organization. Whether payments.
are reasonable was considered in the inurement discussion of the Appeals Court in Church by
Maii. but not when determining private benefit’ The Appéals. Court cited ast of Hawaii when

~ conciuding that

The critical inquiry is not whether particular contractual payments to a related for-profit
organization are reasonable or excessive, but instead whether the entire enlerprise is
carried on in such a manner that the for-profit organization benefits substantially from

the operation of the Church. _ :

We distinguish between lhe structur.dl issues regarding the way that these organizations are set -
up and individual issues regarding the persons involved in the organizations. The structural

issues exist regardless of the r.asonableness of the compensation to for-profit entities. The
individual issues regarding compensation such as inurement and now section 4958 are very
much tied 1o the reasonabieness of compensation. The structural problem (i.e,, private

commercial benefit} does not require excessive compensation to insiders. Similarly, a good -
© . organizational struclure may still exist where there is excessive compensation lo insiders

resulting in inurement. ‘ _ i3

(¢} Trace salaries funneled from particular exempt organization: In Church by Mail, the
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' Appeals Court Iooks only at saianes and other benefits prowded by the apphcant exempt
organization to ils insiders directly by the applicant exempt organization and Indirectly funneled
through a related for-profit organization for interrelaled activities, The Appeals Court considered
payments lo Church insiders frorn Church and Twentieth, but not from Ministries. The applicant
exempt organizalion (Church) provided a market for the services of the related for-profit
organization (Twentieth). In conirast, the only link between the applicant exampt organization

- and a third organizalion (Ministries) controlled by Rev. Ewing and Rev. McElrath was s:milar
literalure, and co-sponsoring certaun revival meetings.

{d} Cantral aclwlly This maikeling or consuming of the for-proﬂt organization's goods or
ser.ces by the applicant exempt organization must be central to the applicant organization's
opedations. [t must be more than insubstantial and incidental such as selling office suprlies to
the: applicant exemp! orgamzatlon While printing and malling servicas usually would not be a
sigruficant part-of an applicant exempl organization's acliviies, these services provided by the
related for-profit organization in Church by Mail constituted a significant part of the applicant
axcinpt organizalion's activilies. As evidence of this non-exempt purpose, the Courl of Appeals
noted that Twentieth employees spent two-lhirds of their time providing services to the Church,
an. the majority of Church income was paid to Twentleth to cover repayments on loan principal,
inlerest, and commissions. While the activity may not be the major activity of the for-profit

~organization, it should be a major activity of the applicant exempt organization, In Church by
Mail. KJ's Fundraisers, and P.L.L. Scholarship Fund, the activity was the major activity of the
applicant exempt organization and the for-profit. in est of Hawail, however, the activity was only
the major activity of the appiicant exempt organization marketmg tha for-prof‘ ts' products.

(e} Bob Jones Universily Museum commercial- -typa benefit: The holdlng in Bob Jones
Universily Museum indicated that an applicant exempt organization must not only relieve a
taxable organization from the cosls of conducting a charilable activity, it should provide a
comimercial-type benefit. Here, the taxable organization rented a building fcrm the appficant
exempt organization at below market rates and rented the museum art work and persorai
property for free. The facl that the for-profit organization owned the assels used by the

- applicant exempt organization did not lead to a loss of exemption This fact was significant in
est of Hawaii where the for-profit organizations were gaining revenue from the applicant exempt
organization’s operations and not simply saving the cost of doing the activity themselvas as in
Beob Jones. _

£ : ‘ ) )

In applying the preceding principles of law to your specific purposes and aclivities, we
have concluded that you are not organized and operated exclusively for exempt purposes. You
have been organized and operated lo 1) market a related for-profit's services to the ullimate
consumer, 2} act as a consumer of the goads or services of the related for-profit, and 3)
promote the for -profit's business by conductlng a side-by-side charitable actmty

Organized and Operated Exclt.s:vely for Exempt Purposes

Both you andl. freely admnt tha pnnapals (presumable ihe were '
~instrumental in your creation, having incorporated you, appointed (through, your initial -

board of direclors, prepared your applications with authorizing bodles for the contracts to
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becorne charter schools, and prepared the curriculum and related documents with the

ications and essential for the operation of the schools. Both you and freely admil
%rincipals (presumable thbere instrumental in creating other charter
schools (i.e., incorporation, recruiting the initial board of directors, preparing the charter schools
applications along with the curriculum and other related documents submitted with the

“application). Finally, it has been indicaled that the formation of similar corporations is
contemplated in many other stales (presumable states that anacted charler school statues),

Given your.own slatements, it is appropriate to assume that your formation and
uperalion is, in parl, par of a coordinated effort byqo expand their reach in the
a'ed ol charter school management. You were tharefore crealed for thw dual purpose of
operating an educational organization and providing business lo If providing .a

marked lor its services is more than an incidenial purpose, based upon e facts and :
circumslances, exemplion is precluded. ‘

Control -~-etains substantial control over your operations

On roved
and sworn in as members of your board by motion o r On

Seplember 18, 2000, you accepted the resignations of the from your governing b
and were appointed to fill the vacancies. Th
even agreea nol to serve on your board while they held a financial interest in your service

provider. However, upon close scruliny of your new Board of Directors, it cannot be said to be
_independent from ‘ ' ' .

First, you indicate that ere recommended
by your Advisory Board for membership on your Board of Directors, however; you have not
provided any documentation of any action by the Advisory Board with regard to Board ,
recommendations. Additionally, irrespective of the absence of a formal recommendation by the
Advisory Board, the Advisory Board cannol be viewed as being independent fro
Your by-laws provide that your board t that time) appoint the members of the
Advisory Board. Additionally, . In heir capacity as your board members, retain sole
autharity to appoint new board members. Therefore, th appointed Advisory Board
recommended individuais for membership on your board and th exercised their authori
tc appoint the individuals. Additionally, it can be assurned tha
were appointed by either the but in any case the decision was
made by the . Therefore, th have had influence in the selection of all your Board
of Directors. Finally, future members of your Board of Directors are appointed by current
members, thereby perpetuating the problem. : '

. Your books and records

Second, all your business is fillered throug

b . All your correspondence including board business is sent to
. Your legal representation is located in* You explain.this a
performing its responsibilities as your manager. However, this ihibits your board's ability to .

~ effectively control your own activities. is given first notice to all your.business, including
business that may be adverse t¢ itself. Such contral over your business activities
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reduces the effectiveness of your “independent” Board of Directors.

ons of your Board of Directors through the
control your facllities through a

Fhold a prornissory note executed on

Several facts coneerning the pramiceory nole prove to’

sub-lease arrangement. The Member
your behalfl in excess of $ﬁ .
te very lelling.. The note was execuled on *. three months Q.__‘_fteirl the IRS issued

_ Third, effectly
use of ancillary agreements. Th

Sl lroposed denial outlining problems with the relationship be
and just prior o the reshuffling of your Board of Directors.
as president of the |
mai.ogement agreement. There appeared to be no officlal action taken by your Board of
Directors with regard 16 this promissory nole. No board discusslon of the amount or lerms of
~ thedoan or of allempis to obtain financing from other parties,

xecuted tha note

_ Fourth, aclions taken by the new "independent” Board of Directors shoud be closely
examined for signs that itis, in fact, independent. There Is no evidepce to indicate that the
board look any steps lo review the management agreement with # In fact, the agreement

ng foithe first time. "There is no evidence that

was execuled prior to the board officially meeti
hhThere is r.o evidence thal the board

the board tock any steps to review the loan wit
has done anything but fubberstamp the status quo. The independence of your Board of
Directors is, based upon the facts and circumstances, questionable at bast. Additionally, the
nolion that you may remove as your manager at the end of the contract term fails to
recognize the interaction betwegh th of the board and the affects of having several
separaie agreements with ties to the v -

Finally, even assuming your Board of Directors are Independent and you are structured to-
prohibit control by the our management agreement give mpermissible control
of y. _r operations. You have contracted away your responsibility to implement and administer -
your educational program, including the selection and acquisition of instructional materials,
equipment and supplies, and the administration of any and all extra- and co-curricular activities
and programs. You have contracled away your respdnsibility to manage all persorinei
functions, maintenance and operation,of the schaol building, and the installation of techriclogy

infegral o the operation of the school, You have contracted away your responsibility for all
aspects of your business administration. You have contracted away any other function
necessary or expedient for the administration of your school. You have, in effect, handed. the
keys 1o your gperations I a for-profit management company, one which has been intimately
tied to you since your formation. o . : :

Private Benefit -\l receives a substantial private benefit from your trganization and

operation. .
‘ y

services. These services are targeled: primarily to charter schools. Your form_ation by,
and the immediate contractual relationship created wi for substantially all your aclivities
provides dwith a substafitial private benafit. Jwas enabled to create its own

gustomer, eliminate competition for your business, experiment and gain comp#tance with your

and as your president, a problem noted In the denial cancerning the

and its -principlés) is in the tusiness of providing school operations management -




" receipt by using the following address:

-22.

students, establish goodwill, improve its intellectual property, substantially reduce school board
pressures, create economies of scale to nams just a tew. Such benefits ao beyond merely
incidental benefits derived by a for-profit entity that contracts with a completely unrelated
exempl organization. S ‘ o :

Like the organizations cited abova, while you have an exempt purpase and activities,
you also have a purpose and activities thal provide §ilifwith a substantial private benefit. As

wilh those organizations, you are not organized and operated exclusively for exemp! purposes,

Accordingly, you do ol qualify for exemption as an organization described i section

501(cH3) of the Code and you must file federal income tax returns, _
Contributions to you are 1ot dedurtible under section 170 of the Cade.
You have the right to prolest this ruling if you belleve It Is Incorrect. To prdlesl, you' |

shouid submit a stalement of your views Lo this office, with a full explanation of your reasoning.
‘This statement, signed by one of your officers, must be submitted within 20 days from the date

- of this lelter. You also have a right to a conferenca in this office after your stalement is

submilted. You must request the conference, if ‘you want one, when you file your protost
statement. If you are lo be represented by someone who is not one of your officers, that
person will need to file a proper power of attorney and othérwise qualify under our Conference
and Practices Requiremenls. . : o

If you do not protest this ruling in a timely manner, It will be considered by the Internal
Reveriue Service as a failure to exhaust available administrative remedies. Section 7428(b)(2)
of the Code provides, in part, that a declaratory judgement or decree under this saction shall
not be issued in any picsscding unless the Tax Court, the United States Court of Federal
Claims, or the District Court of the United States for the District of Columbia determines that the
organization involved has exhausted administrative remedies available to it within the Internal
Revenue Service.

If we do not hear from you within 30 days, this ruling will become final and a copy will he
forwarded to the QOhio Tax Exempt and Government Entities (TE/GE) office. Thereafter, any
queclions abcul your federai income tax. status should be directed to that office, either by
calling 877-829-8500 (a toll free numbrsr) or sending correspondence to: Internal Revenue
service, TE/GE Customer Service, P.G. Box 2508, Cincinnati, OH 45201. The appropriate
State Officiais will be notified of this action in accordance with ede section 6104(c).

When sending additional letters to us with respect o this case, you will expedite their

A

‘Internal Revenue Service




RENE




LYES  Original to Organization .

>

-~ -

bee: ’
LU Yollow (fila)

I

Initiator |

{CODE

SURNAME

DATE

|

Reviawer

. Reviewer -

Reviewer -

‘Reviawer

. Reviewer

et




